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Annex: STATUTORY AUDIT SERVICES – LAW AND REGULATION 
WORKING PAPER 

1. INTRODUCTION 

1.1 Ernst & Young LLP ("EY") welcomes the opportunity to respond to the Competition 
Commission's Law and Regulation Working Paper (the "Working Paper"). 

1.2 This document sets out EY's preliminary response to the Working Paper, and adopts the 
definitions used in the Working Paper.  However, as stated in previous submissions, the 
providers of statutory audit services are subject to extensive legal and regulatory controls, 
and we understand that the Working Paper is not intended to be a comprehensive review of 
those controls.  As a result, it may only be in reading further Working Papers that it 
becomes clear that the Competition Commission's understanding of the relevant legal and 
regulatory context is incomplete, that the Competition Commission has omitted to include 
law and regulation that is relevant to the conclusions it seeks to reach, or that the summary 
of a particular legal or regulatory provision omits relevant details.  EY therefore reserves the 
right to make further representations in response to the Working Paper in due course. 

2. AUDIT QUALITY DEFINITION 

2.1 Audit quality may be defined in a number of different ways.  However, in simple terms, a 
quality audit is one where the audit opinion was appropriate in the circumstances and the 
engagement has been conducted in line with applicable professional standards.  

2.2 EY is concerned that the approach taken in the Working Paper to audit quality is skewed 
and incomplete.  In particular, EY questions the very heavy emphasis placed in the Working 
Paper on the link between independence and audit quality, and the limited reference in the 
Working Paper to auditing standards or professional scepticism.   

2.3 Whilst a lack of independence is a potential threat to audit quality, and rules on 
independence are clearly relevant to the Competition Commission's investigation, the 
implication given in the Working Paper is that independence is the primary driver of audit 
quality.  However, EY does not necessarily consider that to be the case.  Furthermore, EY 
considers that neither the De Angelo article (which, as it was written in 1981, does not 
capture fully the scope of an audit in 2012) nor the statement of the AIU referred to at 
paragraphs 4.2 and 4.3 of the Working Paper, justify the Working Paper's approach to audit 
quality, or the focus on independence as a driver of audit quality.  

2.4 The Working Paper also fails to consider the key drivers of audit quality as outlined in the 
FRC’s Audit Quality Framework (referred to in passing at paragraph 4.6 of the Working 
Paper).  In order to provide a balanced definition of audit quality, the Working Paper should 
consider each of the key drivers identified by the FRC. 
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3. CORRECTIONS AND CLARIFICATIONS 

3.1 The Working Paper contains a number of errors and areas where EY considers that further 
clarification is necessary: 

(a) Footnote 31 – This should be a reference to section 1210(1) of the Companies Act 
2006 (the "Act").  

(b) Paragraph 3.42 - This paragraph has the potential to be misinterpreted. Section 
498(1) of the Act provides that an auditor "must carry out such investigations as will 
enable him to form an opinion as to...", rather than impose a duty on auditors to 
"carry out investigations and form an opinion as to…". 

(c) Paragraph 4.26 – The second line should read "are reflected in the amounts 
included or disclosed in the financial statements".  

(d) Paragraph 4.27(a) – There is an exception to the general prohibition outlined in this 
paragraph, set out at paragraph 164 of ES5, whereby in emergency situations the 
audit firm may provide an audited entity that is a listed company (or a significant 
affiliate of such a company) with accounting services to assist the company in the 
timely preparation of its financial statements. 

(e) Paragraphs 4.42 and 4.43 – The general prohibitions outlined in these paragraphs 
are subject to certain limited relaxations (see the opening sentence of paragraph 7 
of ES2). 

(f) Paragraphs 4.51 and 4.52 – The heading preceding these paragraphs should read 
"Partners and team members joining an audited entity or former employees of the 
audited entity joining the audit firm". 

(g) Paragraph 5.49 - At paragraph 5.49, reference is made to three categories of AIU 
findings used in the AIU’s public reports.  However, four categories of finding are 
used in the confidential reports provided to audit firms by the AIU The four 
categories are: 

(i) Good; 

(ii) Acceptable with limited improvements required; 

(iii) Acceptable overall with improvements required; and 

(iv) In need of improvements which are individually or collectively significant. 

The first two categories are combined for public reporting purposes. 

(h) Paragraphs 5.61 to 5.67 - There is an apparent contradiction in the assessment of 
the ASB at paragraphs 5.61 to 5.67 of the Working Paper.  In particular, although 
the Working Paper states that the IASB "appears to have a greater role than the 
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ASB", the Working Paper discusses the UITF and SORPs, which suggests that ASB 
has an important role in setting standards for UK listed companies, which it does 
not.  

(i) Paragraph 5.63 - The statement in 5.63 that UK listed companies have to follow 
IFRS is not strictly correct. Only those companies which have securities listed on an 
EU Regulated Market and that have to prepare consolidated accounts have to follow 
IFRS.  As a result, a single entity company that does not produce consolidated 
accounts is not required to follow IFRS, but could still apply UK GAAP. 

(j) Paragraph 5.65 - The statement in paragraph 5.65 that IFRS have largely been 
adopted into UK FRSs is incorrect.  Although the ASB's intention was to adopt IFRS 
into UK FRS, it has not occurred in practice.  Furthermore, the Working Paper 
should record that, although IASB sets standards, those standards are only 
applicable in EU countries if endorsed by the EU. 

(k) Paragraph 6.11 - It is suggested at paragraph 6.11 that there are a series of 
reporting requirements for auditors set by the Code.  However, although such 
reporting requirements exist they are required by the APB’s Ethical Standards and 
ISAs (UK and Ireland), rather than the Code. 

4. OMISSIONS 

4.1 As stated above, it may only be in reading further Working Papers that it becomes clear that 
the Competition Commission has omitted to include in its description of the relevant law and 
regulation further information that is relevant to the conclusions it seeks to reach.  EY 
therefore reserves the right to make further representations in response to the Working 
Paper in due course. 

4.2 However, some key omissions are as follows: 

(a) In terms of responsibilities of auditors, the Working Paper does not explicitly address 
the obligation under the FSA Listing Rules (LR 9.8.10-11) for auditors of certain 
listed companies to review the following before the annual report is published:  

(i) the statement made by the directors that the business is a going concern;  

(ii) the parts of the statement made by the directors that relate to certain  
provisions of the Code; and 

(iii) certain disclosures relating to directors’ remuneration. 

(b) Whilst the Working Paper refers at paragraph 5.31 to the agreement reached 
between POB and PCAOB for joint inspections, no reference is made to the fact 
that, for UK companies which are registered with the SEC, their auditors must 
register with the PCAOB and are subject to inspection by the PCAOB. 
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(c) Section 2 should make explicit reference to the obligation on directors of quoted 
companies to produce a remuneration report (the Working Paper currently only 
refers to the obligation on auditors in relation to remuneration reports – see for 
example paragraph 3.37). 

(d) We understand the penultimate sentence of paragraph 5.37 ("The firm-wide 
procedures of Smaller Firms are reviewed by the monitoring unit of the professional 
body with which the firm is registered") to be a reference to the Quality Assurance 
Department ("QAD") of the ICAEW (although it is not named).  It should be noted 
that the QAD also undertakes engagement reviews of audits at the large firms 
(albeit, of course, in relation to audits not within the AIU's remit). 

(e) In relation to Section 6 and Annex B, it should be noted that the FRC has launched 
a consultation on proposed changes to the Code and ISAs, including a proposal to 
require FTSE 350 companies to put the external audit contract out to tender at least 
every ten years.  Details of the proposed changes can be found at 
http://www.frc.org.uk/press/pub2764.html.  
 

http://www.frc.org.uk/press/pub2764.html

